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AGENDA | TEM

Mandat ed report on specialty hospital (Legal
overview, description of specialty hospitals, site
visits, markets, payer m Xx)

-- Ariel Wnter, Carol Carter, Jeff Stensland

MR. HACKBARTH. Good nor ni ng. First on our agenda this
norning is the mandated report on the specialty hospitals.

MR. WNTER:  Good norni ng.

The Medi care Moderni zation Act requires us to study the
i ssue of physician-owned specialty hospitals. The report is due
in March of next year.

Specifically, we're required to conpare costs of care of
physi ci an-owned specialty hospitals to community full service
hospitals, conpare the extent to which type of hospital treats
patients in specific DRGs, conpare the m x of payers for each
type of hospital, analyze the financial inpact of specialty
hospitals on community hospitals, and finally exam ne whet her the
i npati ent prospective paynent system should be revised to better
reflect the cost of care. Today's presentation will include
four topics. | wll provide an overview of the federal |aws
governi ng physician investnment in the hospitals and ot her
facilities and al so discuss strategies used to align physician
and hospital financial incentives. Carol will then describe the
characteristics of physician-owned specialty hospitals and the
markets in which they are | ocated. Jeff will present prelimnary
data fromour analysis of payer mix. And finally, Carol wll
di scuss the findings fromour site visits to three markets with
specialty hospitals.

Qur discussion of the legal restrictions on physician
investrment in health care facilities is based on research
conducted by Kevin MAnaney for MedPAC and | want to thank him
for his excellent work.

This topic is inportant because the context for our report
is the Medi care Mbdernization Act's noratoriumon physician
i nvestnment in new specialty hospitals.

In addition, these |laws relate to other services the
Conmi ssi on has exam ned, such as outpatient inmaging.

First, we'll look at the argunents put forth by critics and
supporters of physician ownership of health care providers. W
will then discuss the major federal laws in this area, the anti-
ki ckback statute and the Stark law. Finally, we'll review
strategi es used by hospitals to align their financial incentives
wi th those of physicians and how t hese approaches are constrained
by federal laws. Sone of these approaches are relevant to the
speci alty hospital issue.

Supporters of physician ownership contend that physicians
are a val uabl e source of capital for health care facilities.
They al so argue that physician investnents can inprove quality,
efficiency and access to care. For exanple, physicians with a
financial stake in an anbul atory surgical center or hospital may
have a greater incentive to streamnline operations.



On the other side, there are generally three rationales for
restricting physician investnent in facilities to which they
refer patients. First, several studies by GAO, the O G and ot her
researchers have found that physicians with a financial interest
in ancillary equipnent and facilities have higher referral rates
for those services than other physicians.

Second, there is a concern that physician ownership could
i mproperly influence professional judgnent. Omership creates a
financial incentive to refer patients to the facility owned by
t he physician which may or may not be best for the patient.
There could al so be incentives to refer patients for too many
services and to econom ze on care in ways that reduce quality.

The third concern is that physician investnment could create
an unlevel playing field between facilities. Physician-owned
provi ders could have a conpetitive advantage over ot her
facilities because physicians influence where patients receive
care.

The anti-ki ckback statute was enacted in 1972 and has been
anended several tinmes since. It prohibits offering or receiving
anyt hing of value to induce the referral of patients for services
covered by federal health prograns. Violators can be subject to
crimnal penalties, civil nonetary penalties, and exclusion from
t he Medi care and Medi caid prograns.

The statute applies to all types of services and entities
but it requires proof that there was knowing and willful intent
to violate the law. It is enforced on a case-by-case basi s,
which Iimts its deterrent effect.

In the late 1980s, the O G attenpted to apply the statute to
physi cian investnents and ancillary facilities to which they
refer patients. The O Gs position is that sonme of the conpanies
organi zing these joint ventures are, in effect, buying physician
referrals by offering the physicians high returns on nodest
investments with little financial risk.

However, the O G has been | argely unsuccessful at using the
statute to restrict physician joint ventures. Such cases are
resource intensive, tinme consum ng and face a hi gh burden of
pr oof .

These imtations led to the Stark law, which is focused
exclusively on financial arrangenents between physicians and
facilities to which they refer patients. The Stark |aw prohibits
physi cians fromreferring Medicare and Medicaid patients for
certain services to a provider with which the physician has a
financial relationship. Violators can be subject to denial of
clainms, civil nonetary penalties and exclusion fromthe Medicare
and Medi caid prograns, but not crimnal penalties.

The Stark | aw goes beyond the anti-kickback statute by
prohi biting many types of financial arrangenents between
physi cians and entities to which they refer patients regardl ess
of any intent to influence referrals. Unlike anti-kickback, the
Stark law applies to a clearly defined set of services.

The original Stark |law applied only to clinical |abs but
amendnments to the Stark |aw known as Stark |1 extended this
prohibition to several other services, which are all listed on
the slide. The Stark | aws generally prohibit physician ownership
of facilities that provide these services. Conpensation



arrangenents between physicians and facilities are usually
allowed if the physicians are paid fair nmarket value for their
servi ces.

The Stark |aw permits certain financial arrangenents based
on the belief that they are unlikely to | ead to overuse of
services. Here are sone relevant exanples. First, the | aw
al l ows physicians to owm ASCs as |ong as the ASC does not provide
ancillary services. There's a perception that physician
i nvestnment in ASCs where they perform services involves |ess risk
of overuse because the physician receives a professional fee
regardl ess of where he or she perforns the service.

Physi ci an who do procedures in ASCs that they own may al so
receive profits fromthe facility fees. However, these profits
are probably only a small additional financial incentive.

In addition, the ASC coul d be viewed as an extension of the
physician's office practice and there's a principle that
physi ci ans shoul d have autonony over their work place.

Second, the in-office ancillary exception permts
physi cians to provide nost ancillary services in their own
offices. The logic is that there is often a need for quick
turnaround tinme on diagnostic tests, although the exception al so
applies to other services such as physical therapy.

Third, the law protects physician investnment in hospitals
as long as the interest is in the whole hospital rather than a
hospi tal subdivision. Because hospitals generally provide a w de
range of services, the theory is that referrals by an individual
physi ci an woul d be unlikely to have a significant effect on
overal |l profits.

The growt h of physician-owned single specialty hospitals
rai ses inportant questions. Because specialty hospitals derive
their revenue froma |imted range of services, is there a
greater opportunity for individual physician investors to
i nfluence hospital profits which could affect their referral s?
O is physician ownership of a specialty hospital justified
because the hospital may function as an extension of the
physi cian's practice?

The MVA prohibited the devel opnent of new physici an- owned
specialty hospitals for a period of 18 nonths, ending in June
2005.

Finally, the Stark Il final rule permts physician ownership
of entities that provide equi pnment and services to facilities
covered under Stark as long as the physicians don't own a
facility that actually bills Medicare. For exanple, a physician
could owmn an MRl machine and lease it to an imaging center for a
fi xed anmount per use. Every tinme the physician refers a patient
to the imaging center for an MR, he or she receives a fee from
the i magi ng center for the use of the equipnent. This creates
t he sane financial incentives as direct physician ownership of
t he i magi ng center.

So far we have focused on the physician perspective. Now
we're going to | ook at strategies used by hospitals to align
their financial incentives with those of physicians and the |egal
constraints on those activities.

One approach we've already tal ked about is offering
physi ci ans an ownership stake in the hospital. Aside from



specialty hospitals, there's broad protection under the Stark | aw
for this type of arrangenent. Qher strategies include nedica
practice support, acquisition of physician practices, partnering
wi th physicians and econom ¢ credentialing.

Medi cal practice support can include help with recruiting
physi ci ans, subsi di zed office space and | ow i nterest | oans.

These activities carry legal risk under Stark and anti-ki ckback
if the support is provided for |ess than fair market val ue.

Anot her approach is to buy physician practices which
provi des the hospital with a source of patients. I n theory,
this vertical integration would also increase the hospital's
bar gai ni ng power with health plans. The Stark | aw all ows
hospitals to control referrals nade by enpl oyee physici ans
subject to the patient's own choice and insurance coverage and
t he physician's professional judgnent.

This strategy carries legal risk if the hospital
over conpensat es enpl oyee physici ans and there have been several
expensive |l egal settlements in such cases. Many hospital s have
found this nodel unprofitable and have divested their physician
practices.

Anot her strategy is for hospitals to partner with physicians
by co-investing in joint ventures such as ASCs and i magi ng
centers or by creating gainsharing arrangenents. In gainsharing,
t he hospital shares cost savings with physicians who cooperate in
efforts to reduce costs. For exanple, the physicians may agree
to use | ess expensive equi pnment and supplies.

However, the O G has ruled that gainsharing violates a | ega
provi sion prohibiting hospitals from payi ng physicians to reduce
services to Medicare patients. This provision was neant to
prevent hospitals fromproviding financial incentives to
physi cians to di scharge patients quicker and sicker under the
i npatient prospective paynent system The O G said that
gai nsharing has the potential to inprove care and reduce costs
but that they need statutory authority to regulate these
arrangenents.

Because of the potential to better align hospital and
physi ci an financial incentives, gainsharing may be a productive
area for us to do further research

Finally, economc credentialing is an approach in which
hospitals restrict staff privileges for physicians who invest in
or are enployees of conpetitor facilities. This can take two
forms. In sonme cases, the hospital prohibits its nedical staff
from having financial relationships with conpetitors. 1In others,
the hospital requires its staff to admt a certain percent of
their patients to the hospital. This strategy has recently
attracted fierce opposition from physicians and has been
chal  enged in several state courts.

Now we' || nove on to Carol's presentation.

M5. CARTER  To conduct our study of specialty hospitals, we
first had to define them To neet our mandate, our first
criteria is that the hospital has to be physician-owned. The |aw
al so specifically discussed hospitals primarily engaged in heart,
ort hopedi ¢ and surgi cal cases.

We devel oped a criterion of concentration based on Medicare
data, since it is the only nationally avail able dataset. W



defined a specialty hospital has having 45 percent of its

Medi care di scharges in the heart or orthopedic MDC or were
surgical cases. O a hospital could have 66 percent of its cases
in two of these categories. This is very consistent with the
definition that GAO used on two of its studies |ast year. They
used 66 percent of its cases in two MDCs.

To include the hospitals in our study and to make sure that
each hospital had enough cases to analyze, we included every
hospital that had at |east 25 Medicare discharges in 2002. This
is also consistent with what GAO did. where they included 20
cases for every hospital. The GAO study al so included hospitals
t hat were not physician-owned and al so i ncl uded wonen's
hospi tal s.

Using these criteria, we found 48 hospitals that nmet our
criteria: 12 of themwere heart, 25 were orthopedic and 11 were
surgical. W know that there's been rapid gromh in specialty
hospitals and there are an equal nunber of hospitals that have
formed a since 2002. But because we didn't have data on them we
coul d not study them

Qur mandate al so required that we conpare specialty
hospitals to community hospitals. Qur first conparison group was
any community hospital in the sanme market. Here we used the
Dartnouth Hospital referral regions as our definition of
hospi tal s.

We al so devel oped two ot her conparison groups. First, we
| ooked at hospitals that were identical to specialty hospitals in
terms of concentration but were not physician-owed. W called
t hem peer hospitals. Peer hospitals do not have to be in the
same market as specialty hospitals.

A second category included hospitals that were | ocated in
the sane market as specialty hospitals and provided simlar
services as specialty hospitals, and we called these conpetitors.

We first |ooked at ownership characteristics. Al specialty
hospitals were for-profit conpared with 17 percent of PPS
hospitals. Twenty-three percent are partly owned by anot her
hospital. A larger proportion of surgical hospitals were owned
by anot her hospital, conpared with heart and orthopedic
hospitals.

Forty-three percent of specialty house are part of a chain
and this is conparable to the share in all PPS hospitals. A
| arger proportion of heart hospitals are part of a chain than
ort hopedi ¢ and surgical hospitals.

On average, 60 percent of the hospital is owned by its
physi cians but this ranged from 18 percent to the entire
hospital. Surgical hospitals had the hi ghest share owned by
t hei r physicians, averaging 73 percent, conpared with heart
hospitals where only 35 percent of them were owned by their
physi ci ans.

The nedi an share owned by a single physician is 4 percent.
There was a large range in the individual shares owned. At a
third of the hospitals, the |argest share was 2 percent or |ess.
And yet at 20 percent of the hospitals the | argest share was 15
percent or nore.

More heart hospitals had smaller shares owned by a single



physi ci an.

Looki ng at | ocation, we found that the specialty hospitals
are not evenly distributed across the country. N nety-four
percent are located in states without certificate of need.
Specialty hospitals are concentrated in certain states. W found
59 percent were located in just four states: Kansas, Cklahons,
Sout h Dakota and Texas. Sone of these state have nuch | arger
shares of specialty hospitals than they do of PPS hospitals. For
exanpl e, South Dakota has |less than 1 percent of PPS hospitals
but has 16 percent of specialty hospitals. Kansas has 2 percent
of PPS hospitals but 12 percent of specialty hospitals.

We've noted that newy forned specialty hospitals that are
not part of this analysis also tend to be located in the sane
states and often in the sanme markets.

Licensure laws nmay facilitate where hospitals |ocate. Sone
states, such as Kansas and Sout h Dakota, have two categories of
hospital |icenses. There specialty hospitals do not have to
offer a full array of services to be licensed as a hospital.

O her states preclude their devel opnent, such as Florida. And
not all states require enmergency roons or emergency departnents.

Wien we | ooked at the characteristics of the hospital
| ocations, we found that specialty hospitals tended to be | ocated
in md-sized MSAs that have | arger population growth, a | ower
proportion of elderly, |lower nanaged care penetration, and
simlar poverty and per capital incones.

Their MSAs also tend to have fewer beds and fewer surgical
specialists per capita. And there was a little bit of variation
by the type of specialty hospital market. Heart hospital MSAs
tend to |locate in high nmanaged care penetration areas and do not
have | ow surgical specialists per capita.

The beneficiaries in MSAs with and wi thout specialty
hospital s had conparable health status and service use.

Turning to hospital characteristics, the first thing to note
is that specialty hospitals are small. The average heart
hospital has 52 beds. The average orthopedi c and surgical
hospi tal has about 15.

Two-thirds of Medicare cases are treated in specialty
hospitals that are heart hospitals. Once specialty hospital is a
teachi ng hospital and about six receive disproportionate share
paynent s.

About half the specialty hospitals have an energency
departnment but there is considerable variation across the
different types of specialty hospitals. Two-thirds of heart
hospital s have an energency departnent but only one of the
surgi cal hospitals did.

Regarding their staffing, all of the heart hospitals staff
their emergency departnments with physicians night and day,
conpared with only one orthopedi c hospital and no surgical
hospital. At these other specialty hospitals, they use a m x of
physicians in the hospital and on call.

When we | ooked at the m x of patients treated at specialty
hospitals, we see quite a bit of concentration. Heart hospitals
are nore focused on heart care and within heart care the
specialty hospitals were nore focused on surgeries and
procedur es.



At heart hospitals, 66 percent of their heart cases are
surgical conmpared with 40 percent at their conpetitors and 29
percent at community hospitals. Thirty-three percent of
specialty hospitals are nedical cases conpared with 71 percent at
community hospitals. Over one-third of the cases at heart
hospitals are coronary artery bypass grafts and angi opl asti es
conpared with 19 percent at conpetitors and 14 percent at
comunity hospitals.

Looki ng at specialty hospital market shares, we found that
specialty hospitals account for a nuch |larger share of the
surgeries and procedures done in their markets than their overal
mar ket share. For exanple, heart hospitals treated 4.5 percent
of the cases in their markets but performed over a quarter of the
| ocal angi opl asti es and CABGs.

G ven their smaller size, orthopedic and surgical hospitals
play a smaller role in their markets. But even here, they treat
a much | arger share of the orthopedic cases in their markets
conpared to their overall market share. For exanple, they
treated 1 percent of their market cases but al nost 5 percent of
t he orthopedi c surgery cases.

DR. REI SCHAUER: Excuse ne, Carol. Are these Medicare-only
nunber s?

M5. CARTER  Yes, they are.

Now, Jeff's going to talk about payer m x.

DR. STENSLAND: The Medi care Moderni zation Act requires that
MedPAC conpare the payer m x of physician-owned specialty
hospitals to full-service community hospitals. W also conpare
physi ci an-owned specialty hospitals to the set of peer hospitals
t hat Carol described earlier.

First, we'll |ook at why would payer m x differ and then
we' ||l take a | ook at the data.

The payer m x of physician-owned specialty hospitals my
differ fromthe conmunity hospitals for several reasons. First,
starting at the upper left-hand corner of this slide, we have
patient selection. Community hospitals frequently assert that
physi ci ans have a financial incentive to send profitable patients
to their hospital and unprofitable patients to the community
hospi t al

Second, we have types of services offered. For exanple, if
t he specialty hospital does not offer obstetric services, it may
have a | ower than average share of Medicaid patients.

Third, energency roomservices. |If a hospital does not have
a staffed ER, it may receive fewer indigent patients.

Fourth, there's sinply the geographic |ocation of the
hospi t al

And fifth, community hospitals may try to freeze out
physi ci an-owned hospitals fromprivate payer contracts. If a
community hospital is successful in obtaining an exclusive
preferred provider contract with a large insurer, the specialty
hospital may have difficulty attracting patients with that type
of private insurance.

Now let's take a | ook at the data. First, we exam ne cost
report data on hospital discharges. The table shows that
physi ci an-owned heart and orthopedic hospitals tend to have | ower
Medi cai d shares than comunity hospitals in the same markets.



Heart hospitals tend to have a high share of Medicare patients
whil e orthopedic hospitals tend to have an average share of
Medi care patients.

There are couple of limtations in the cost report data.
First, Medicare cost reports don't have data on self-pay
patients. They are |unped together with privately insured
patients in that all other category of patients you see on the
ri ght-hand side of the slide.

Second, the differences we see in Mdicaid shares may be
just due the types of services provided by the hospital. To
address these |imtations, we conducted a survey of 134 hospitals
that met our criteria for being either a physician-owned
specialty hospital or a peer hospital. Using survey data, we
conpar e physici an-owned specialty hospitals to peer hospitals
that focus on a simlar set of services.

This slide differs fromthe prior table in several ways.
First, we're using survey data. The hospitals are self-reporting
their fields of clinical specialization and self-reporting their
payer m X. Second, we are measuring payer mXx by exam ni ng net
patient revenue rather than di scharges. Third, we're focusing
just on heart hospitals on this slide.

We find that physician-owned heart hospitals tend to have
| oner Medi caid shares than peer heart hospitals. This holds true
for physician-owned hospitals with an ER and those w thout an ER
We do not see big differences in the revenue from self-pay
patients.

O course, hospitals may have a small share of net patient
revenue fromself-pay patients either due to treating few self-
pay patients or due to collecting little fromthe self-pay
patients they treat.

Now, we'll turn to the orthopedic and surgical hospitals.

Fromthis table, we see that physician-owned orthopedi c and
surgical hospitals tend to have | ower |evels of Mdicaid revenue
than their peers who describe thensel ves as orthopedic or
surgi cal hospitals. However, we should caution that there's a
hi gh | evel of variance in the Medicaid shares for peer,
ort hopedi ¢ and surgical hospitals. A few nonprofit orthopedic
and surgical hospitals have very high Medicaid shares but nmany
peer hospitals have Medicaid shares of 3 percent or less. The 9
percent Medi caid share shown on the slide for peer hospitals is
t he mean value for this highly variabl e group.

Ot hopedi ¢ and surgical hospitals tend to receive a majority
of their revenue frompatients with private insurance.
Physi ci an- owned peer hospitals often have simlar |evels of net
revenue from sel f-pay patients.

To summari ze our payer mx findings, first physician-owned
specialty hospitals tend to have | ower Medicaid shares than both
community hospitals in their market and peer hospitals that
provide simlar services. However, it should be noted that
there's a wide variance in the Medicaid shares anong peer,
ort hopedi ¢ and surgical hospitals. Heart hospitals tend to have
hi gh Medi care shares. Othopedic and surgical hospitals tend to
have high shares of patients with private insurance.

These findings are consistent wth earlier work by the GAO
and consistent with what we found on site visits to comunities



wi th physici an- owned hospitals.

Carol will now tal k about those site visits.

M5. CARTER As part of our study, we conducted site visits
to three markets with specialty hospitals to hear from
st akehol ders about the issues surrounding specialty hospitals and
about the inpact specialty hospitals have had on community
hospitals. W visited Austin, Wchita and Manhattan, Kansas, and
Si oux Falls, South Dakot a.

We picked our sites to be geographically diverse, represent
a mx of types of specialty hospitals within a single site, and
i ncl ude hospitals that had been around | ong enough to hear about
the inmpacts on community hospitals.

Each of our sites included a heart hospital because even
t hough they represent only one-quarter of specialty hospitals,
they treat two-thirds of the Medicare cases seen at specialty
hospi tal s.

At each site we spoke with a m x of physicians, sone
practiced at both types of facilities, some only at community
hospitals. W talked with hospital CEGCs, CFGOs, and in narkets
where the specialty hospitals had energency roons, the city's
di rector of energency nedi cal services.

The hospitals were generous with their tine in preparing
materials for us and in making people available to us during our
vVisits.

|'"d like to enphasize here that what we're reporting here is
what physicians and the hospital personnel told us, nuch of which
we could not verify. There were |arge discrepancies in what we
heard. Sonme of the issues, such as case selection, wll be
examned in detail later in other analysis and we'll present it
later this fall.

The physicians we spoke with told us they set up specialty
hospitals for two reasons: governance and opportunities to
increase their inconme. The nost frequently nentioned reason was
governance. Physicians wanted to control decisions nmade about
the patient care areas of the hospitals so they could inprove
their productivity, inprove the quality of care provided and make
t he hospital nore convenient to themand their patients.

At hospitals that had started at ASCs, the facilities worked
so well they wanted to expand their practices into patient care
areas that required overnight stays.

We repeatedly heard about the frustrations physicians had
with community hospitals. Many physicians said they tried to
work with the community hospitals but that decision making took
too long and did not support their practices. Sonme physicians
acknow edged that community hospitals had multiple priorities,
whi ch the appreciated but did not want to conpete wth.

Many community hospital adm nistrators acknow edged they had
been slow to react to the issues raised by their physicians.

Less frequently we heard about physicians wanting to generate
nore revenue to counter perceived declines in their incones.

Specialty hospitals created three kinds of opportunities for
physicians. The first is increased throughput. They can treat
nore cases in a given anmount of tinme. For investors, nost ol der
facilities pay out annual dividends, frequently in excess of 20
percent. The third is they can capture the facility portion of



paynents.

There was consi derabl e variation in how inportant governance
versus ownership was to physician involvenent. Several physician
i nvestors we spoke with said that ownership had not been key to
their decision and they woul d have been content to have the
community hospitals address their concerns.

The first order of business in developing a specialty
hospital is to secure a core set of admtters. Usually, at the
hospitals we visited, the key admtters were owners. Physicians
typically sought financing for 70 to 80 percent of the cost of
the hospitals. Banks often wanted to see evidence of physician
commtment in the formof physician investnment before | oans were
made. Rather than find all of the equity thensel ves, physicians
often turned to outside investors. Particularly at the start of
facilities, physicians wanted to mnimze their risk and outside
i nvestors -- often non-physicians, sonetinmes a national chain and
sonetimes a | ocal hospital were sought. WMre often the investors
were | ocal business people.

In these cases, physicians made small investnents, typically
on the order of $25,000 to $50,000. \When owners sell their
shares, for exanple when they retire frompractice, the shares
are generally sold to other physicians. A couple facilities
not ed they expected their physician investors to bring at | east
sonme of their volume to the specialty hospital

The specialty hospitals we visited usually required their
physi cians to have privileges at a community hospital. As a
result, physicians could admt certain types of cases to one
hospital and other cases to another. Physicians practicing at
nost specialty hospitals accept restrictions on the range of
supplies, stents, inplant devices, restrictions physicians told
us they had resisted when they practiced at the community
hospi t al

Many of the specialty hospitals we visited did not have
enmergency roons, which increases their control over adm ssions.
But even having an energency roomdidn't nmean the hospital was
ready to treat energencies. At one hospital we visited, it had
to turn on the lights of its energency roomto show us the space.

However, at two of the four heart hospitals we visited had
emergency roons and were fully staffed day and night. They
accepted cardi ac and non-cardi ac cases. Another heart hospital
we visited is planning to open an energency room

Many physicians practicing at orthopedi c and surgical
specialty hospitals acknow edge that they selected patients who
were appropriate for their facility. Some couch selection in
terms of specialization and service offerings. The specialty
hospital didn't have certain services so the physician couldn't
responsi bly admt patients who m ght need them

Physi ci ans practicing at heart hospitals nore frequently
di sagreed about patient selection. Sone said they admtted
nmedi cal |y conpl ex cases to comunity hospitals. Ohers said they
didn't selectively admt cases to one type of hospital or
anot her .

Data from one heart hospital chain indicated that fewer of
its patients were classified into the highest severity patient



groups conpared with community hospitals.

There was a | ot of disagreenment about transfers. Conmunity
hospi tal s conpl ai ned about two types of transfers: cases that
were stabilized and then transferred to the specialty hospital
wher e physicians had an ownership share for the procedure or
surgery. And the second type were cases where the course of care
didn't go well and the case was transferred to a community
hospital. Data fromone community hospital showed that one-third
of its transfers fromspecialty hospitals died.

Specialty hospitals uniformy denied selecting cases based
on payer mx but the specialty hospitals we visited had nuch
| oner Medi caid shares and provided | ess unconpensated care. One
physician told us the specialty hospital had used the | ack of
uni nsured patients as a marketing pitch to him

Sonme selection may be a function of the referral base of the
physi ci ans. The specialty hospital may take all coners, but
their referring physicians don't.

Service m x may be another explanation. For exanple,
hospitals that don't have obstetric services or an ER will have a
different m x of payers.

Turning to the inpact of specialty hospitals on conmunity
hospitals, many site visit community hospitals reported |arge
initial declines in volume associated with specific physicians
who had noved their practices to specialty hospitals but that
overall volune declined only slightly and nostly had recovered.

Surgi cal and orthopedic specialty hospitals had much nore
varyi ng inpacts, depending on the size of the conmmunity and the
nunber of other hospitals in it. The replacenent volume was
reported to be less profitable. Most of the hospitals remai ned

profitable.
In rural markets, volunme declines were nuch nore difficult
for the conmmunity hospitals to rebuild. It was harder for them

to recruit physicians and it was unclear if the conmunity
hospitals would fully recovered.

But community hospitals told us that rebuilding their volune
was costly. The costs associated with physicians included
si gni ng bonuses, inconme guarantees and on-call pay, particularly
we heard about for neurosurgeons and | ess frequently
ort hopedi sts. The costs associated with staff included retention
bonuses for key staff nmenbers and offering raises to staff
wor ki ng the | ess desirable shifts.

Al'l hospitals we spoke with tal ked about the hiring away of
experienced staff, nost often nurses but al so pharnacists,
radi ation technol ogi sts and nurse anesthetists who were attracted
by the better hours. Replacenent nurses at community hospitals
were typically recent graduates with nuch | ess experience.

Some community hospitals al so added new operating roons or
new cath | abs as i nducenents for their physicians.

Some community hospital admnistrators told us that the
devel opnment of a community hospital in their market was |ike
getting a wake-up call to nmake inprovenents. The community
hospitals we visited responded to the pressure of specialty
hospitals by inproving their own performance. W heard nunerous
exanpl es that included extending service hours of the operating
room inproving the operating room scheduling and turnaround



times, and upgrading their equipnent. But conmunity hospitals
told us there were limts to the inprovenents they could make in
their efficiency given the wider range and nore conplex m x of
patients that they treat.

Some community hospitals tal ked about the inpact of
specialty hospitals on the market's health care resources. For
exanple, in Wchita, specialty hospitals had added 13 operating
roons and 130 beds. In Austin specialty hospitals had added 13
operating roons and 89 inpatient beds. It was unclear if the
added capacity is nmeeting unmet need or resulting in induced
demand.

Some conmunity hospital physicians raised concerns that
physi ci an investors were nmaki ng nmedi cal deci sions based on
econoni ¢ consi derations, treating nargi nal cases where
i ndi cations were | ess clear and perhaps perform ng surgery
i nstead of pursuing a nedical alternative.

Hospital relations with private payers varied w dely across
the markets we visited. Some specialty hospitals had been
excluded from sone private payer plans but this was unusual .
Lower cost at sonme specialty hospitals had resulted in | ower
private plan paynent rates. One payer noted that even though
sone of its per-service paynents were lower, its total hospita
spendi ng coul d be increasing due to higher utilization.

We did not hear consistent differences between the quality
of care provided at community and specialty hospitals. Sone
t hought that because the same physicians practiced at both types
of hospitals, often using the sane protocols, that the technical
quality would be simlar. Some physicians practicing at
specialty hospital thought the quality was higher at specialty
hospitals where the nursing ratios were higher. Lower
conplication, infection and nortality rates at some specialty
hospitals could reflect measured and unneasured differences in
the m x of patients they treat.

Physi cians at community hospitals told us that the | ack of
diversity in a nedical specialties practicing at specialty
hospital s woul d weaken their peer review

We heard about three types of retaliatory activities
community hospitals had engaged in. One comunity hospital had
adopted econom c credentialing barring its physicians from
investing in specialty hospitals and others were considering it.
One hospital had included non-conpete clauses in its contracts
with its physician enpl oyees. One comunity hospital had renoved
all investor physicians fromits ER rotation for unassigned
cases, thereby taking away volume fromthem

I n concl usion, though there were distinct differences across
specialty hospitals, there were common thenmes. Specialty
hospi tal s appear to increase physician productivity and present
revenue opportunities for physicians. They represent an
attractive alternative for patients and their famlies. And they
often stimulated community hospitals to make changes that would
make their operations nore efficient.

But there were concerns raised. First, there was evidence
of patient selection, both in terns of the conplexity and the
payer m x of the patients treated at specialty hospitals. Sone
of the transfers raised concerns about the quality of care



provi ded by sone specialty hospitals.

And finally, it was unclear if the expansion of capacity
woul d i ncrease service provision and, if it did, whether this
woul d represent neeting unnet need or inducing demand.

MR. HACKBARTH. Thank you. Very well done.

This is the first of a series of presentations that we wll
receive on this issue over the next couple of nonths. | thought
it would be hel pful for the Comm ssioners just for Mark to
outline what's to come so you understand where we're going from
her e.

DR MLLER | nmay mss a couple, but we' ve been asked to
t hi nk about the paynent systemissues. And so we are doi ng work
and will be bringing work to you on trying to |look at the

profitability of DRGs.

A way to think about this is many of the same issues that
were just inplicated in the site visit we're going to be trying
to ook enpirically. So the profitability of DRGs, the selection
i ssues between specialty hospitals and community hospitals, and
whet her nore | esser severe patients. Trying to quantify nore
precisely the inmpacts on community hospitals.

Al so, ideally we would | ook at differences in the quality of
care but I want to be very tentative on that because our ability
to do that with these snall ends is going to be relatively
[imted.

Did I mss any of the big ones?

DR. STENSLAND: Cost differences.

DR MLLER Right. | lunped that into the conmunity
hospital inpacts and | ooking across the two different facilities,
relative cost, that type of thing.

DR. STENSLAND: And wutilization.

M5. DePARLE: Did you guys |ook at anything about
readm ssion fromspecialty hospitals to conmunity hospitals? Are
there inpacts that you woul d expect to see there?

M5. CARTER: W did not ook at that but if it's an area, if
we were to do quality analysis, that would be one of the things
we woul d | ook at.

DR. NELSON: A question, | presune that they are all Joint
Conmi ssion accredited. Either that or else state certified, HCFA
or CM5. That mght be one area where sonme quality data m ght be
obt ai ned, fromthe Joi nt Conm ssion.

| presunme that you are, in terns of volune and utilization,
are you |l ooking at the snmall area variations and correl ating the
presence or absence of specialty hospitals with the vol une of
services within those areas?

DR. STENSLAND: We're planning to | ook at |arger areas
actually. One of the things we mght look at is referral regions
for cardiac care and |l ook at utilization before the introduction
of the heart hospitals and then after the introduction of the
heart hospitals, to look at that rate of change in utilization.
And if that rate of change differs fromother referral regions
that didn't have the introduction of heart hospitals.

DR. WAKEFI ELD:  Your definition of rural hospitals, are you
usi ng MSA/ non- MSA? And | assune these are all PPS? Even though
the bed sizes are small, they're all PPS? W don't have any CAH
hospitals in this mx, do we? They're all PPS hospital s?



M5. CARTER: That's right.

DR. WAKEFI ELD:  Your coment about rural community hospital
vol unes, the sense that they're nore difficult and having greater
difficulty than their urban counterparts to rebuild vol une, just
a question thinking about a little bit of the threat potentially
to the financial bottomline of sone of the small smaller rural
community hospitals and how that m ght over tinme affect access to
servi ces.

| know we're tal king about a really small end when we're
| ooki ng at the subcategory rural specialty hospitals, but can you
tell me whether or not those rural specialty hospitals that
you're | ooking at generally tend to have energency roons or
don't? Do you know? The ones you |ooked at, the rural category?

CARTER: They tend not to, the specialty hospitals.
WAKEFI ELD: Specialty hospitals in rural community tend
not t
CARTER:  Ri ght.

. STENSLAND: In ternms of ERs, alnost all the staff ERs
were at heart hospitals and | think there was only one in our
sanple of a non-heart hospital that had a fully staffed ER, where
they would staff it with a physician 24 hours a day. And heart
hospitals are usually in bigger markets because that's
specialized. | nean, you can't have a heart hospital in a real
smal |t own.

DR. CROSSON. As |'ve thought about this, it seens to ne
that we have at |east two conpelling issues to | ook at. One of
themis the inpact of specialty hospitals, whether they're
physi ci an-owned or not, on the community hospitals. | think the
issue there is that nore or |l ess community hospitals are vi ewed
as a public resource, at least in sone comunities. And with
respect to the needs of beneficiaries, damagi ng those would
create a problem of access and potentially a problemof quality.
| guess we're going to get into that issue |ater

| think the second issue has to do with the potential for
conflict of interest for owming and referring physicians, so |I'd
like to spend a second on that. It struck nme that in reading the
mat eri al that the advent of physician-owned specialty hospitals,
particularly ones that are good deal smaller than community
hospitals, seens to violate the idea of the whole hospital
exception in the sense that -- you know, | wasn't there at the
time. But ny sense of that is that the whol e hospital exception
was placed there because it has sonething that mght be called a
principal of dilution.

That is that because the whol e hospital takes care of lots
of different kinds of patients and there's all different kinds of
physi cians admtting patients there that the |ikelihood that any
one individual physician in a |large general hospital is going to
significantly gain by referral patterns and the inpact of those
on the profitability or lack thereof of the hospital is fairly
smal | .

But that seens to have changed, at |east based on the
anal ysis that we had, where we have hospitals that have a census
of 10, 20 or 30 patients and physicians who own up to 15 percent
of the hospital. It seens |ike a different set of questions.

BHOBD



So when you think it through and say well, what m ght be a
solution to this if that's the direction we're going in, one
m ght be to try to return to sone sort of bal ance that
corresponds to the thinking of the whole hospital exception. At
least as | think that through, it suggests sonething |ike
limting degree of ownership or potential profit that any
i ndi vi dual physician could receive fromownership of one of these
hospi tal s.

| would be interested in, as we get into this further, is to
see if we could rough that out. And that woul d be what
per cent age of ownership of the average physician specialty
hospital, based on what we know about the profitability of those
hospital s, would have what inpact on the annual inconme of the
average physician? | realize that there's a lot of nodifiers
t here.

And yet, this is not an unknown dil ema in medicine, which
is how to bal ance the inpact of finances on the professional

j udgnment of physicians and other professionals. | think it's a
human fact that judgnent is nore likely to be influenced by the
potential to gain $1 million than it is by the potential to gain

$5, 000, at least for someone who's already naking a substanti al
anount of noney.

And | just would offer that we m ght take a | ook at that.

MR. HACKBARTH:. Let ne just pick up on your initial fram ng
of the issue. | think of it coming in three basic parts. One is
their effectiveness on professional judgment of physicians.

A second, as you said, is the inmpact on community hospitals
and their ability to provide services to the public that may not
be conpletely funded, adequately funded through other neans,
means ot her than cross-subsidies.

And then the third that | would include is the accuracy of
paynent. |Is the way that we're paying for patients creating
opportunities for selection of certain types of patients and then
exceptionally large profits on those patients?

Those are the three big issue categories that | see here.

DR MLSTEIN. | think that our being able to nake a strong
recomendation in this area is going to very nmuch hinge on the
quality of the underlying analysis. And I'malso respectful of
the fact that we have imted tinme to conplete that analysis. So
my coments are really directed at some of ny thoughts on what
the analysis mght, at a mninum want to include if we're going
t o have maxi mum confidence in our reconmendati on.

| think of there being three major categories of potential
i mpact of this newlife form one being inpact on
appropri ateness. W have bases in this country for judging

appropriateness. It's not particularly sensitive but the
Anerican Heart Association and American Col | ege of Cardi ol ogy
have given us a three-part classification system | don't know

how feasible it's going to be to see if we can piggyback on
research already underway or otherw se be able to get a sense of
what the distribution is in specialty hospitals serving heart
patients versus comunity hospitals on the distribution of cases
across the three AHA ACC categori es.

The second area of potential performance inpact woul d be
cost efficiency. That is, assum ng that the treatnent nmade sense



to begin with, are these specialty hospitals nore cost efficient,
ei ther using charges per stay or charges per stay -- as Nancy was
inferring -- to sone kind of downstream | ongi tudi nal notion

anal ogous to what Jack Wennberg has shown |ight on.

To the degree possible, it would be great if our cost
efficiency analysis, irrespective of what longitudinal tinme frane
we use to denomnate it, could do everything we can to ensure
that it includes a trued up analysis for cost of teaching,
research -- obviously both efficiently provided as we previously
di scussed -- indigent and underinsured care, truing up for that
difference. And also for what we believe to be the cost of the
standby capacity associated with having to accept transfers in
when patients don't do well and need to be handl ed by comunity
hospi tal s.

And then last is this question of patient outconme. Are we
pur sui ng opportunities to partner with the Anerican Col |l ege of
Cardi ol ogy or the Society for Thoracic Surgeons, both of which
mai ntain the only really good quality risk adjusted outcones
dat abase, at |east for heart care.

| know that at |east some of the specialty hospitals that
|"ve interacted with do participate in those progranms and they do
t he best that science can now do for us in terns of a good risk
adj ust ed conpari son of outconmes for two of the primary procedures
bei ng done at l|least in heart hospitals, being bypass graft and
vari ous PCl procedures.

So we have limted tine, |limted budget, but | think our
confidence we would have in our recomendation will very much
hi nge on the quality of our analysis.

MR. MIULLER Let nme also comend the three of you and the

rest behind you who did all this work. | think it's very well
done and | ook forward to the work that Mark indicated is to
COone.

Sonme of ny comments really have been anticipated by what Jay
and d enn and Arni e had said.

But | think the thesis as to why is it in heart? Wiy is it
ort hopedics needs to be tested a little bit nore. Wiy don't we
have a lot of birthing hospitals? Wy don't we have
neur osurgi cal hospitals? One can surm se that perhaps in
neur osurgi cal cases there just aren't enough to create a
hospi t al

Way don't we have breast cancer or prostate cancer
hospitals? M sense is sonme of it has to do with volunme and sone
of it has to do with the thesis of where the paynent system may
be skewed and therefore we should | ook at that.

But if you |look at societal need, if you did it on the basis
of need, one mght think that there are other kinds of specialty
hospitals that come forth if we | ook at societal need and they
may be nore linked to paynent systemthan it is to need.

So I think we need to | ook at sone other specialty areas and
see whether there's sonething in the paynent systemand so forth
t hat doesn't cause themto cone forth

|"mnot going to repeat the necessity of getting the outcone
and margin data, which I think is very inportant in this, so |
| ook forward to that com ng forth.

| do think we have to, and we've discussed at other tines in



ot her settings how well the DRG recalibration goes on sone kind
of basis. But since at |east the nunber of these hospitals, nore
from what your analysis indicates on the orthopedic side than on
the heart side, have a |l ot of private payers where the charge
system-- which we'll be tal king about later -- may have sone
effect on the margins.

My sense is that if the charges are higher in certain areas
within a year or two, the DRGs should be recalibrated to take
that into account. But there seens to be sonething going on that
over the years -- | mean heart hospitals and heart services with
general hospitals have been nore profitable than other services
for probably 10 years or 20 years, since 1983 and so forth

So there's sonmething going on here where recalibration

doesn't work quite as well. I'mnot quite sure what it is and
whet her, d enn and Mark, you want to do that inside this study or
el sewhere. | think it's sonething we have to keep | ooking at

because there does seemto be consistency over a period of years
in certain services being nore profitable and other services
bei ng |l ess so, even inside the Medicare system | et al one inside
the private paynent system

So to sumit up, | think Jay's points about |ooking at the
effects on the community is sonething we should | ook at.
Certainly if there's any way of trying to capture those standby
costs that general hospitals or conmunity hospitals have to
sustain that are not captured in hospitals that don't have ERs -
| nmean, you don't want to judge off anecdotes but certainly if
you have to turn the lights on in an ER, then the nmarginal costs
of running that ER have to be pretty | ow.

Therefore, the staffing may not -- ny guess is there weren't
staff standing there in the dark. So they probably didn't have a
ot of staffing costs in that ER

So | think | ooking at those kind, whether there's sone kind
of way of capturing what the general standby costs are of these
conmmunity hospitals vis-a-vis the specialty hospitals. The drive
toward specialization, not just in specialty hospitals but one
can see it in imging centers and | abs, et cetera, and so forth,
is not going away. And given that is by and | arge where our
econony devel ops, there's no reason to think that even if there's
sonme changes along the lines that nmay or may not conme out of
Jay's comments in ternms of what kind of limtations we put on
t hese, the drive towards specialization is going to continue.

So thinking about what the advantages are of specialization
vis-a-vis the general role of comunity or facilities and what
they can do in general for the needs of the public that Medicare
serves, | think is an inportant thing for us to keep | ooking at
because, in fact -- once you underm ne that general capacity it
takes an awful long tine to bring it back.

So the whol e sense of what we get out of specialization
versus the costs of it, whether this is the right tinme to take
that on. But | think that's a theme we have to keep going on
not just in specialty hospitals. Because at this nonent we don't
have whol e i magi ng hospitals. They still tend to be inmaging
centers. But based on the work we did a year two ago, we know
that's one of the biggest proliferating areas w thin Medicare.
think we had growth rates about 14 or 15 percent in imging. So



one coul d conceive that three or four or five years down the road
t hat we have whol e i magi ng hospitals. There's reasons to think
they're not 12 nonths away but one could see this happening, as
wel | .

So again, |ooking at the community hospital costs, vis-a-vis
the specialty hospital costs, |ooking at the nmargi n outconme dat a,
| ooking at, |looking at the DRG recalibration systeml| think is
very inportant to see why after 20 years we still have sone
services continuing to be maki ng nore nmargin.

And t hen any thinking we have about why there's sone
services that are very nuch needed by communities. Around the
country right now, due to mal practice crises and ot her issues,
the availability of OB services is being restricted. |If there's
a community for OB services, why don't we have birthing hospitals
being created to neet that need?

MR SMTH. Mich of what | wanted to say has been said by
Ral ph and Arnie and Jay. So let ne just try to dig in on a
coupl e of those points.

A enn, | thought your three-part distinction was right, the
prof essi onal judgnment/comunity inpact/paynent accuracy. | want
to pick up on sonmething Jay said, sort of linking the question of
how this econom ¢ arrangenent works out to the question of
comunity inmpact. |It's inportant to understand that the inpact
on conmunity hospitals is going to be the sanme whether or not the
conpeting local heart hospital is investor-owned or physician-
owned or sonme mx. And | suspect that the normal financi al
transaction here is investor initiated and who recruit physicians
rat her than, as was adjusted in the slides, the other way around.

So as we ook at community inpacts, | want to nmake sure that
we | ook at the inpact of specialty hospitals, the kinds of broad
speci al i zati on questions that Ral ph was raising, not sinply the
i mpact on community hospitals, the ones where physicians are part
of the ownership mx. And concentrate on the physician side on
t he i npacts on professional judgnent.

The standby capacity. we should renmenber, there are two
pieces of this. In the report fromthe site visits, Carol told
us both that community hospitals had becone nore efficient, had
invested nore and had i nproved their general perfornmance, and
that they had al so shut down sone services. W need to think
about how those things interact.

And it's partly a function of just reduced incone because
paynent is flowing to new conpetitors. But it's also the
guestion of whether or not you can then any longer afford to
mai ntain a services or to keep it open. The community i npact
guestion is a conplicated one.

And lastly Jay, 1'd be a little concerned about thinking we
can capture how nmuch is corrupting and deci de that the dividing
line is 15 percent or 13 percent and that at 16 percent you're
hopel essly underwater, for a couple of reasons. One, because |
think it's very hard to do that. But second, because these
financi al arrangenents are very conpli cated.

| could have as big a financial stake in ny referral pattern
because | owned a real estate investnment trust that invested in a
| ot of hospital real estate w thout ever having an equity stake



in the actual operating hospital.

So |l think it's awfully hard to say this much, both as a
matter of sort of ethical analysis, but also the financial
transactions | think bedevil this in ways that we ought to be
careful not to think that we know nore than we do.

MR. DeBUSK: As you know, the hospitals right now are going
through a real increase in the nunber of uninsured patients
that's showing up at the doors. And going forward, | think if we
can get at sonme nore recent data about the uninsured, that would
be very inportant to look at in this report.

MR. BERTKO I1'd just liked to add a thought about one of
Arnie's comments. Sonetinmes getting to quality and outcones data
can be very difficult. 1'Il point to, | think, the transfer

comment on slide 30 to say naybe sone of your analysis on the
costs mght be patient-based as opposed to adm ssion or episode

based. |If you could link themtogether, that is if a patient
starts in one facility and transfers to another, what's the
overal | average cost in say sone of the site visits? | would
hope that that m ght be a nore practical approach in sone cases.
M5. RAPHAEL: | was very interested in the concentration of
specialty hospitals in four states, | think it is. | was

wondering if we could | earn nore about what's happening in the
states?

For exanple, can you tell us what led to Florida prohibiting
specialty hospitals? And are there any studi es that have been
done at the state |evels that have kind of inforned some of the
deci sions whether to allow for licensing or to prohibit it?

M5. CARTER | would have to get back to you on those.
know t hat a nunber of hospital associations are conducting their
own studies of specialty hospitals, so | can |ook into that for
you.

MR. DURENBERCER: First, I'd like to start, too, by
conplinmenting the staff and not just for the presentation that's
in front of us now, but the work at the retreat where everything
was a little bit nore rel axed and getting your consultant in.
That was really, really helpful, Mark, in the way in which we
were able to prepare for the subject, for me and | think for
everybody el se, laying the groundwork for this was really great.

Secondly, | want to acknow edge that every once in a while
sonebody | eaves the policynmaki ng arena who nakes a significant
contribution by doing sonething with | ooks negative, and that's

John Breaux. | think about all the people that are going to be
m ssed around that place, as the nunber of good fol ks dw ndl es.
John is probably -- for those of us who had experience with him -

- going to be m ssed the nost.

He's the guy that contributed the noratorium which | don't
t hi nk he necessarily believes is the ultimate solution to the
problem But he made everybody stop in their tracks and say this
is really an inportant issue.

And | want to endorse the coments of all of ny colleagues
about not just looking at this as fulfilling a nandate or
sonmething like that. But | think as you pointed out, M.
Chairman, this covers a |lot of the other work we're doing. And
so | want to endorse your three categories. | think that's the
best way to say it.



In the issue of conflicts of interest and physician judgnent

one of the nost inportant judgnents -- that's why | like Arnie's
suggestion to work with ATS, working with AACS, those kinds of
peopl e -- the connection between physician judgnent, ownership

and productivity is really very inportant. And how we define it,
whet her you define it as a Pernanente, you define it as a Mayo, a
Cl evel and, whatever it is, there's sonmething very, very inportant
to all of us in terns of enhancing the quality of the work, the
qual ity outcone, in having sonme kind of an interest, if you
whil e, nmeasured financially, nmeasured profession and so forth, in
t hat out cone.

So however we | ook at this so-called -- conflict of interest
sounds |ike a negative connotation. It would be nice to flip it
over and say there's a positive side to this, as well. And then,

as we deal with the positive side of it, how do we guard agai nst
conflict of interest or sonmething |like that?

But there's a whole |lot of issues that ny col |l eagues have
commented on that belong in there. But the inportance of the
connection between ownership and productivity, | think, is really
critically inportant.

And then the other two that we've al ready comented on, that
| sinply want to endorse because of their inportance, the whole
issue of the pricing distortions. W already know, from our
wor k, that we're overpaying hospital outpatient conpared with
anbul atory surgery centers. W'd |ove to know why. A |lot of
ot her people would love to know why.

But we're already doing that kind of work. So it seens |ike
some of that work is incorporated in here. | haven't read Joe's
book yet, but I'm |l ooking forward to readi ng Joe Newhouse's book
on this whole issue of price distortion because |I think we're not
going to solve it in this study but I think it's really
critically inportant to look at that in the Iight of the other
things we're doing. And that includes the efficiency analysis
and stuff |ike that.

And the third one that's really hard to deal with but it
needs to be referred to is the issue of cross-subsidi es because
that's the one that distinguishes one community fromthe other
and it gets really very difficult, froma public policy
standpoint, to deal with it.

And yet, if we're thinking about beneficiaries and we're
t hi nki ng about high-quality care and we're thinking about how to
get the best that nedicine has to offer to everybody in every
community, we do need to deal with that issue of cross-subsidies,
as you pointed out. And in some way at |east point policymakers
to the failures in the current systemthat deal nore
appropriately with issues |ike unconpensated care and Medi caid
paynents and a variety of things |ike that.

So | basically just want to endorse the comments of ny
col | eagues and the work of the staff so far.

MR. HACKBARTH:. Just to pick up on your first point, it's
difficult not to feel anbival ent about sone of these issues. On
t he one hand, people are understandably concerned about
conprom si ng professional judgnent through inappropriate
financial incentives. But in many instances over the years,
we' ve tal ked about the need or the potential for aligning the



i ncentives of physicians and hospitals to do good things for
patients and i nprove the efficiency of the system

So there is little that's black or white. The trick here is
to find an appropriate blend and it's a very interesting problem
as well as a difficult one.

DR. WOLTER  Just an observation and pick up a little bit on
sonmething that Jay said earlier. | think one of the things that
is happening is there is this blurring on between ASC, specialty
hospital, and whole hospital. And as ASCs add overni ght
capacity, as ancillaries of one kind or another are added,
specialty hospitals are of one size or another. Sone do several
service lines. Sonme are primarily one service |line. And that
really conplicates, | think, this issue.

VWhich is why | think the core issue around self-referral and
what Stark covers and what it doesn't cover really is one of the
key things that we need to address.

| like Dave's suggestion that naybe there's a way to flip
this and look at it positively. For exanple, in the Stark
regul ations there are the group practice exceptions where
physi ci an ownership is certainly all owed of some of these
services but there are distinctions about how salaries are
created directly related to the referral to certain service |lines
versus sort of how the organi zati on as a whol e performns.

So | think there are sone distinctions that we nay be able
to get into that would help us as we nove forward.

DR. SCANLON: I'd just like to nake a short conment.
think that the prior conmments have really reveal ed sone of the
conplexity of what we're dealing with here. And | think, given
our tinme frame, the ability to deal with many of themis going to
be constrai ned.

Unfortunately, | want to add another issue to the table
which is that the idea that we are tal ki ng about hospitals nmay be
a msnomer in ternms of how we characterize this issue because our
hospital, in sonme respects, is a building concept. It's what
goes on in a particular building. The entities that we're
tal ki ng about may be sonething that's owned by a system owned by
a chain. And | think that totally changes the economcs that is
underlyi ng the issue here.

If a community hospital chooses to do its cardiac surgery in
anot her building that is independently certified, that's
conpletely different than if an independent entity opens up and
takes patients fromthat community hospital.

I f we think about we're going to change rules with respect
to referrals under Stark, how are we going to think about all of
the pernmutations that may exist in terns of the kinds of
arrangenments that mght exist?

Jay's idea of a threshold in terns of ownership, that may be
an interesting avenue to pursue. But then again, when we're
t al ki ng about a chain, how the threshold rules woul d be adapted
to deal with that issue.

Gven all of this, | think I conmeback, G enn, to your
characterization and think that you really have hit on the three
big areas. And at a mnimumwe maybe should be very intent in
focusi ng on the question of the paynent system and what is the
paynent system doing here? 1Is it, as Ralph indicated, failing in



terns of the recalibration effort? And that we need to be
worri ed about what the consequences of that failure are in terns
of creating incentives for the systemto operate in one way or
anot her.

| think that may be, at a first step, the nost inportant
pi ece of what we do.

MR SMTH denn, | was struck several tines during this
di scussion but particularly at Dave's |ast conmment about how
seanl essly we have made a transition froma conversation we've
of ten had about inpact on Medicare beneficiaries to inpact on the
entire health care systemat a community |level. W' ve asked
ourselves, and we are entering in this one in a significant way,
to what extent should we think about Medicare's role in the
health care systemor sinply Medicare's ability to provide high-
quality services to its beneficiaries?

We haven't in this discussion, not a single one of us has
confined ourselves to beneficiary or access issues. we've talked
about much broader inmpacts. | think that's a step forward but it
struck me as an inportant transition.

DR. CROSSON:. Just a couple of last comments on the
physi ci an incentive issue, and | do agree with Dave that probably
characterizing it as incentives or the appropriate bal ance of
incentives is a better way to put it. Because that's really what
it's about. It's really about trying to get incentives or trying
to influence incentives in such a way that they're bal anced,
bal anced between quality, professional judgnment and the finances,
t he conpl ex finances.

It is nmessy. There's no question about it. You' re mxing
up law, finance and human notivation. |If we can only get rid of
that last part it would be a | ot easier, because once you get
that in it is nmessy.

And | would say again that while that's true, yet other |aws
that we have heard sunmarized earlier have attenpted to do that.
So that as the Stark |aws were put into place, people tried to
westle with these issues and accepted sone things and al |l owed
ot her things. For exanple, the whole hospital exception.
bel i eve that was done because fol ks | ooked at the |ikelihood of
extraordi nary incentives and deci ded that they were not present
and therefore that should be all owed.

So even though that is nessy | think neverthel ess, to be
responsi bl e, those kinds of judgnents need to be nade when they
can and when they're appropriate.

The | ast note is, having said all that, | think we did get a
case presented by the staff that there were other reasons why
physi ci ans invol ve thenselves in creating these hospitals, some
of which were subsequently addressed by the community hospitals,
ot hers of which were not.

| would just say that while the incentive issue is a rea
one, there's a separate issue of physician governance. And as we
wor k our way through this I think we should, if we can, consider
those things differently because there may be a conpelling reason
in these hospitals to have physicians involved in governance in a
maj or way. And yet, there may be reasons to separate that from
ownership, if that's possible.

DR REI SCHAUER Just a footnote on that point, and that is



to go back to Ral ph's question which has why haven't these
specialty hospitals sprung up in other specialties? Because
certainly it isn't only the cardiologists that are upset with the
managenent of the conmmunity hospital. And so | think we get, as
you said, right back to the getting the paynments right issue
first. And then see what the ramfications of that are

Just one coment on the community repercussions and how
conplex this is really going to be for us. Everybody is
concerned that proliferation of specialty hospitals could reduce
the social benefits that come fromhaving a community facility.
But the question we et into imrediately is how nuch do you need
of that?

We're often tal king about conmunities with three full-
service hospitals and the fact that one of themis having a huge
probl em because the heart and orthopedi c busi ness went sonewhere
el se can be true for that hospital, but in a sense nay not be
true for the community as a whol e because we don't know what t hat
threshold level is of this social benefit that we want to
preserve. And we want to preserve it for the community but al so
for the Medicare beneficiaries in everything else that they m ght
do.

MR. HACKBARTH. | was struck al so, Dave, by that seanl ess
transition. And | think a conplete analysis of this issue
requires careful consideration of the conmunity inpact of this
devel opnent .

On the other hand, there are huge issues in terns of how you
fi nance those desirable public goods. At one extreme you finance
t hem t hr ough cross-subsidi zation. You basically protect from
conpetition. You allow the paynent systemto be inaccurate and
people to reap large profits here to cross-subsidi ze soci al goods
t here.

The other end of the continuumis that you pronote
conpetition, especially conpetition that is quality enhancing and
efficiency inproving and then say if we want those public goods
we pay for themdirectly.

| think one of the intriguing aspects of this issue is that
it forces that discussion out into the center stage.

DR. NELSON: | think we have to recognize al so, though, that
t he devel opment of heart and orthopedi c surgical techniques has
cone a long way in the past 10 years. There are peopl e wal ki ng
around with their knees done that we woul dn't have thought of
t hat 10 years ago.

By the sane token, the advancenent in cardiovascul ar
surgery, because of new technol ogy and transfer of that
technol ogy, there is obviously an increased need for facilities
to handl e that.

You can't say the sane thing about gastrectony because
that's gone the other way. And endoscopic surgery has changed
the face of a |ot of abdom nal surgery.

So | have no doubt that paynent policy is a factor but it's
certainly not the only factor.

MR. HACKBARTH: Any other comments or questions?

kay, thank you very nuch. Good piece of work.



